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EDITORIAL
The New York Credit Men's Association
Bulletin in its issue of March 14, 1928,
presents an article entitled “Does the
bankruptcy law deserve its bad reputation?” by George Lion
Cohen, a member of the New York bar. There are many inter
esting and instructive statements in the article, but the author,
quite innocently, of course, makes some assertions which will not
pass the test of strict accuracy. He seems to labor under the
belief that the accounting profession is a group of men over whom
there is no control except such amenability to the law as is the
common lot of every resident of the state. It would have been
wiser and fairer if the author had taken the trouble to investigate
before uttering his erroneous dicta. We quote the following
portion of his paper:

Is the Profession
Uncontrolled?

"A great deal of the success of the administration of the Bankruptcy law
and the extension of credit depends upon certified public accountants.
The profession of certified public accountancy is a comparatively new one.
“An examination of the records of the New York state board of regents,
and their reports for the last ten years, shows that not a single accountant
has been either disciplined or deprived of a certificate during that period.
The year book of the New York State Society of Certified Public Account
ants, issued in September, 1927, fails to disclose a single case of discipline
against any member of that organization.
“It can not be said that all accountants are perfect. We know that
there are men in the accountancy profession, as in other professions, who
are not honest, and the creditors must insist that, if accountants treat
themselves professionally, they develop professional ethics and adhere to
them.
“Many crooked bankruptcies are engineered by accountants, some of
whom are certified. With the exception of prosecution under the criminal
statutes, it does not seem possible to reach these men. The credit inter
ests have a right to demand that the board of regents and the accountants’
societies bestir themselves. There should be some way of stigmatizing the
unethical accountant besides recourse to the penal law.”

It may be true that the board of regents of the University of
the State of New York has never revoked a certificate, but
that is not the matter in which we are at present prima
rily interested. The disciplinary powers and acts of organized
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accountancy concern us now. When the writer of the article
implies that the New York State Society of Certified Public
Accountants has not disciplined a member he speaks without
knowledge.
The society has expelled some mem
Discipline by Account
bers, and suspended or admonished
ancy Organizations
others. Its committee on complaints is
never averse to thorough investigation of charges made against
members, and in its files one could probably find record of scores
of cases in which practitioners have been shown the error of their
ways and have been induced to reform. Every society which
has disciplinary powers is called upon to deal with minor offenses,
often committed in ignorance of their impropriety, which a word
of counsel or protest will bring to an end. There may be some
societies of accountants elsewhere which do not pursue actively a
corrective course, but the New York society has no reason to be
ashamed of its record. It will be noted that the language used
by Mr. Cohen is technically correct. The year book of the New
York State Society issued in 1927 does not mention disciplinary
action. The inference, drawn partly from the context, is that
this is the rule. Similar assertions might be made of many of the
year books of the American Institute of Accountants. Disci
plinary action in that organization is taken by a council, most
frequently at its mid-year meeting, and is not a part of the record
of the annual meeting. Yet anyone who is at all familiar with
the facts knows that the Institute is prompt to hear and adjudicate
charges, and no member can escape punishment who is found
guilty of misconduct. Perhaps Mr. Cohen has no more knowl
edge of the Institute than he has of the state society in New York.
Apparently this is so, for he says, “With the exception of prosecu
tion under the criminal statutes it does not seem possible to reach
these men.”

If the offenders are members of the
Institute or of the New York society—
the article before us relates primarily,
of course, to conditions in New York—it is the duty of those who
have information to impart to the appropriate officers or commit
tees of the organization to which the individual defendant be
longs. It does no good at all to make general complaints in
Bill of Particulars
Wanted
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print. What is wanted is specific detail of supposed misdeeds or
shortcomings. For example, the author of the article says,
“Many crooked bankruptcies are engineered by accountants,
some of whom are certified.” Perhaps Mr. Cohen will assist the
cause by giving more definite advice. Will he name only a few of
these many? In the files of this magazine there is a rather com
prehensive accumulation of data relative to accountancy, ac
countants and accounting, good and bad, but we are unable to
discover anything in those files which by any stretch of the im
agination would justify the word “many” in such a condemna
tion. To be perfectly frank, we have not found a single case of
crooked bankruptcy engineered by accountants certified or un
certified. There are two or three cases reported in which ac
countants might have prevented fraudulent bankruptcy. Where
the accountant was subject to discipline it was administered with
no light hand. But we can not find any evidence of “engineer
ing” a fraudulent bankruptcy. Lawyers must love justice, con
sequently we beg Mr. Cohen to supply details. The matter
which has been quoted from Mr. Cohen’s paper expresses the
belief that something should be done to stigmatize the unethical
accountant. It would doubtless edify the author to know that
nearly all societies of any importance have ethical codes. That of
the American Institute is more rigorous and restrictive than that
of any bar association in this country. For instance is there any
bar association in America which dares to inhibit contingent
fees?

Some accountants who read these
notes may think that it is unnecessary
to reply to the misinformed or unin
formed utterances of one who might have ascertained the truth
but evidently did not do so. But that is not sound logic. It is
true that right will prevail in the long run, but it is sometimes
well to come to its assistance. The magazine in which the article
appeared is read by a good many people who necessarily come
into contact with accountants and some of them may place too
much confidence in the author’s statements. Furthermore, it is
becoming almost a fad to attack the accountant. Some of the
cases recently brought into court or at least prepared for court
have indicated an astonishing belief, or perhaps only a hope, that
the accountant can be held responsible for the financial health of
363
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every company whose books and conditions he has reviewed.
Some bankers have shown a flattering desire to place upon the
accountant the full burden of responsibility for the soundness of
bank loans. Articles blaming the accountant for whatever is
amiss in the affairs of commerce and industry appear sporadically
in trade and association publications. And whenever there is
dissatisfaction it is quite customary to seek out the accountant
and demand of him why the company did not make more money.
Because of these things we believe that Mr. Cohen and others
who make unfounded generalizations about accountants should
be asked for chapter and verse. Failing that, they should have
the decency to refrain from the kind of vague allusion which is too
comprehensive to be resented personally, but sufficiently plausi
ble to be injurious. Two or three times recently authors of mis
leading statements have been requested to be specific, have been
unable to produce any proof at all of the crimes which they had
alleged and have withdrawn their statements—not always, it
must be admitted, with very good grace, but still they have seen
the wisdom of recanting.
It is quite certain that there are many
accountants who have no business to
engage in public practice. They lack
the training, the analytical capacity, the dispassionate mind
which are essential to proper practice. Sometimes they are
abominably subservient. But they should not be a yardstick by
which the profession is measured. The ordinary man of business
is a reasonably discerning person and he should be able to form
some opinion of the abilities of an accountant. At all events he
can look into an accountant’s standing and reputation. He can
easily find out whether a man is a member of the Institute, a
certified public accountant, or possesses any other evidence that
he has been tested and approved by the profession in which he
claims membership. It is not impossible to make inquiry of an
accountant’s record. Recommendation by reputable clients
can always be sought. If the business man would engage his
accountant as carefully as he engages his family physician, there
should be little trouble. The devil of it is that so many business
men fail to recognize the professional nature of accountancy and
they make arrangements for accounting services very much as
they would engage a window cleaner. They seem to regard it as
364
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of no great importance that the accountant or accounting firm
shall be the best. Anyone who appears to be fairly respectable
will do. Some business men—their numbers decrease, however—■
still seem ready to engage an accountant because the accountant
says that he is worthy and well qualified. Of course, an account
ant who admits his superiority to all other accountants is not the
man whom a discriminating board of directors would select.
But, then, some boards of directors are not discriminating—some
are not even alert. And so the unworthy practitioner obtains a
foothold and when he has bungled his work or has failed to
exercise the ordinary precautions, another black mark is made
against accountancy. Then comes the opportunity for some
author of generalities to get up and tell the world that account
ancy is a hollow fraud. He may even feel justified in saying that
many fraudulent bankruptcies are engineered by accountants.
When one begins to accuse it is natural to run to excess.

Sometimes the accountant is accused—
we seem to be on the defensive this
month, but it is not a usual fault and
therefore may be forgiven—of doing exactly what he has plainly
shown that he did not do. There is a tendency to accept the fact
of certification as evidence that all is well, whereas the facts may
be directly otherwise. It seems to make no difference what the
accountant says in his certificate. Some readers simply will not
understand. They appear to shut their eyes to everything except
the name at the end of the certificate. If the name is known all’s
right with the world. It matters not at all that the accountant
may have disclaimed all responsibility for anything more than
clerical accuracy—although many accountants reject engage
ments where nothing more than check of bookkeeping entries is
required. The reader will not pay any attention to what the
certificate contains. If such a reader loses by failure to read
what is written for him to read, no one can feel much sympathy
with him. This point is emphasized in the latest edition of
Poor's Ratings (1928). Under the heading “Good faith”
appears the following comment, which is in pleasant contrast to
some of the ill-considered claptrap with which one is occasionally
regaled.
Good Faith
an Essential

“It must frankly be admitted that the analyst of the operations of
practically any corporation is absolutely at the mercy of the management,
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or officers, so far as concerns the matter of good faith in the presentation of
the figures showing the operations and standing of the corporation. It is
fortunate for the investor that banking houses which undertake the mar
keting of securities, either bonds or stock, for a corporation, as a rule
reserve to themselves the right of access to the books of the corporation in
order that they may be satisfied that the reports issued are in good faith.
Beyond this privilege of examination by the bankers who have marketed
the securities and who represent the investor, the investor has in many
cases the additional safeguard of a report by some reputable firm of certi
fied accountants following their examination of the books.
“The extent to which such a report safeguards the investor depends
upon the extent to which the accountants delve into the business of the
company and before the certification of an accountant is accepted as an
assurance that an outside investigation of the company’s affairs has been
made with satisfactory results, the investor should note carefully the word
ing of the certificate made by the accountant. In many cases an imposing
looking certificate, when analyzed, will be found to indicate merely that the
accountants have gone over the books and have found that they balance
correctly. Such a certificate is obviously of much less value than one
which involves a careful study of such items as depreciation, inventory, and
additions to capital assets.
“No year passes but sees bankruptcy and receiverships of corporations
whose recent income accounts and balance sheets had appeared, upon their
face, fairly satisfactory. The disclosure of the affairs of such companies
often reveals an entire lack of good faith in that profits have been credited
which have never existed and items of assets have been unduly inflated,
while, on the other hand, important items of liabilities may have been
manipulated or concealed. In rare instances, the real condition of such
companies has been either not known to, or not appreciated by, some of the
directors themselves. Against such lack of good faith, which usually
amounts to moral, if not legal, dishonesty, there is very little protection in a
mere analysis of the figures rendered in the companies’ reports. These
must be judged in the light of trade conditions and other factors influencing
the business of the corporation. Absolute dishonesty along these lines is,
however, very difficult to contend with and in some cases is impossible to
detect, until it is too late. The fact that the possibility of falsifying figures
by a corporation does exist must be admitted, also the fact that the figures
rendered by a company must be recognized as official and used as the basis
of analysis must be borne in mind by all users of this volume. It is the
purpose of our organization to check the actual figures by all means
wherever available, but there are instances when figures can be actually
falsified without arousing suspicion, and such instances, while not likely to
cover one in a thousand of rated securities, may occur without involving
any responsibility for errors or mistaken judgment on the part of this
organization. ...”

Supplementing what is written in these
Extent of Investigation
excerpts it may be said that the extent
Limited
to which accountants “delve into the
business of the company” depends upon the company in the first
place, but in the second place upon the credit grantor and the
investing public. There are companies so parsimonious in their
policies that the directors will cut down to the least possible
dimensions the scope of an investigation. They do not wish to
366
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spend for professional services one cent more than will enable
them to pass muster. They care nothing about the principle of
openness. All they need is a certificate which will be sufficient
to satisfy the underwriters. What such companies—and there
are many of them—need is a firm demand by the investment
banker that the whole story shall be told after a full and searching
investigation by a reputable accountant. If the investment
banker will not insist upon complete information the investing
public should decline to invest in the securities of companies
which are not subjected to thorough audit. At present the
public does not always know enough to distinguish true from
ostensible frankness, but every year there is better knowledge
than in the year before, and so, in time to come, it will be found
that the extent to which statements of condition have been
impartially and competently verified will affect the response of
the potential buyer of securities. That will be near Utopia.

One of the most interesting of the many
published corporation reports is that
of the North American Company, a
holding company which owns or controls public-utility enter
prises in the midwest and on the Pacific coast and is one of the
largest concerns of its kind in the country. The point to which
attention is chiefly directed is the policy of the company with
reference to the payment of dividends on common stock. For
several years it has been the unbroken custom to make payment
to shareholders in additional common stock and no cash dividends
have been paid except to owners of preferred stock. There has
been a good deal of criticism of this plan of distributing earnings
and not a little doubt has been expressed as to the soundness of
the scheme and to the possibility of continuing to follow the same
principle year after year. At first it appears that sooner or later
the whole structure must come tumbling down or at least the
value of shares must be greatly reduced. How is it possible, say
the critics, to add constantly to the capital liability without
bringing about an over-weighted condition. Take, for example,
figures given in the report for 1927, which was published a few
days ago. We find that the directors had pursued in that year
the policy of stock distribution to common shareholders at a
quarterly rate of 2½% of their holdings. At the end of the
year there was outstanding a total of $45,148,630 in common
367
Financing by Stock
Dividends

The Journal of Accountancy
stock without par value (computed apparently arbitrarily at $10
a share) compared with $40,913,220 at the end of 1926. The
increase was due entirely to the distribution to each common
stockholder of 10% of his holdings. Net earnings after deprecia
tion, preferred dividend and all other obligations amounted to
$4.06 a share on the average number of common shares outstand
ing during the year, or $3.86 a share on the common stock out
standing at the close of the year. If the payment of 10% divi
dends on the common stock had been made in cash on a basis of
a nominal par of $10 only one dollar a share would have been
paid and there would remain a balance of $3.06 a share to be
carried to surplus account. But the market values of the shares
ranged from $50 to $60 during the year and accordingly the
payments to shareholders represented five or six dollars in market
values. We have then the paradox of a company earning $4.06
a share, paying, let us say, in round figures $5.50 a share and at
the same time investing largely in new properties bought out of
surplus, and yet showing at the end of the year a greater equity
for each share than at the beginning of the year. This is one of
the most extraordinary developments of corporate fiscal policy
which has ever been known. There is of course an explanation
for every paradox. In the present instance so long as the com
pany feels justified in increasing the number of shares outstanding
at a rate of progression higher than the percentage of actual
earnings to market price per share, the phenomenon doubtless
will continue. As a matter of fact, like Monsieur Jourdain,
corporations may have been doing the same thing for years
without knowing it. In how many cases, one wonders, would it
be found that the sum of the cash dividends paid plus the market
value of rights given to shareholders, and cheerfully converted
into cash, exceeded the actual earnings per share shown by the
growing corporations of our day which follow the more conven
tional method of increasing their capital? In a report of the
company for 1926 occurs the following paragraph;
“ Dividends on the common stock of your company are paid quarterly in
common stock, cash which would otherwise be distributed being reinvested
in the growing equities of the subsidiaries. This dividend policy is in
effect a combination of cash dividends and subscription rights, with the
advantage of greater convenience to stockholders because of the issuance
of stock in small amounts at frequent intervals. The preferred and com
mon stocks are listed on the New York stock exchange, and the London
and Amsterdam stock exchanges have granted permission to deal in the
common stock. Any stockholder desiring to convert his dividend stock
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into cash may do so through his own broker or local bank. For the con
venience of stockholders who do not have such facilities, your company
will, upon request, arrange for the sale of their dividend stock.”

This in brief explains the present policy
of the company and much as it seems to
conflict with ordinary experience the
practice seems to be safe and sane—at least for the North Ameri
can Company. The public-utility field is almost unique. The
great holding companies operating in this field have been and are
now increasing in scope and activities almost every year. There
is a distinct trend toward consolidation or absorption for the pur
pose of economy and as a result the larger companies are con
stantly acquiring smaller companies or making initial ventures in
undeveloped areas. While this holds true there is need for greater
and greater capital and that capital should be secured at the most
advantageous rates. The North American Company in its plan
of stock-dividend payment is in effect giving subscription rights
at less than market value and the shareholder has no cause to
complain. If the conditions continue as at present an investor
who does not sell his stock allotments will double his money—
perhaps it is more accurate to say the market value of his securi
ties—in about seven years. Meanwhile the company is spared
the necessity of going into the open market to float new securities
to permit the acquisition of new properties or to extend the old.
Every stockholder becomes a sort of involuntary underwriter.
Everybody is happy—company and shareholder profit by the
system and no one is injured. It is altogether off the beaten
track, this plan of the North American Company and its impor
tance to all companies operating in the same field is tremendous.
There have been similar ventures on a small scale or for limited
periods, but this company’s steadfast adherence to the policy is
quite the most noteworthy in the history of financing. One may
scoff as he will at the supposed fallacy of multiplying shares, but
on the record the plan has succeeded and apparently will succeed
until the time comes when there will be less need for new capital
or the public-utility business stands still. Then it will be a dif
ferent story. Obviously it will not do then to augment the num
ber of shares outstanding without reducing the dividend rate.
When that time comes the plan must be changed. It seems there
fore that the best that can be said of the plan is that it has worked
admirably so far. The worst, that it is adapted only to a limited
range and to a particular time.
369
A Novel
Expedient

The Journal of Accountancy
In the course of comments by the presi
dent of the North American Company
embodied in the report for 1927, there
is, however, one sentence which applies almost equally to all com
panies whether in the field of public utility or elsewhere. He
says: “Service and investment are becoming more and more
closely associated in the minds of the public served by our com
panies.” Every leader of industry, every modern banker, every
financier begins to realize the truth of this statement. It sounds
like an axiom and yet it is not so well settled a principle that it
can be so classified. Not many years ago it was the desire of
many men at the head of affairs to serve the public as little as
possible and to restrict investment so as to prevent unseemly par
ticipation in the prosperity of lucrative businesses. Then came
the era of legislative interference with many trade practices which
had enriched the few without benefiting the many. The pendu
lum swung to the other extreme and no one even in legitimate
business felt safe. Now we have come back to a fair mean, and
properly conducted business has no cause to fear serious obstruc
tion. A few wild-eyed politicians may declaim; a disciple of Karl
Marx or of some other prophet of the impractical may deliver
himself of subversive thoughts in congress or out of it, but that is
all. Business feels safe. But far-seeing men of affairs have
learned something from the annals of the past and now they seek
by every right means to increase the number of shareholders and
if necessary to decrease the average holdings. The purpose in
view is perfectly simple and perfectly honorable. As an illustra
tion we may point to the effort a few years ago of the American
Telephone & Telegraph Company to induce every user of the
services of the company to become a shareholder. The intent was
not to bring in additional capital, but to distribute the ownership
as widely as possible, on the theory that the greater the number of
owners the less would be the number of adverse critics and irre
sponsible destructionists. In a district where everyone owns his
home one does not hear much talk about communism. Where
everyone owns a bit of land there is no room for the proponent of
single-tax. So where most of the people own a few shares in the
telephone company there is not much agitation against that
company. It is an economic development contemporary with the
effort to give labor a capital interest in the product of labor.
Where every worker is also an owner strikes and unrest are infre370
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quent. All this belongs in the new age of which we talk so much
and think so little. Joint ownership is becoming so common that
we are apt to forget how new it is and how rare it was even in the
days which some of the greybeards among us can remember.
Service and investment are indeed becoming closely associated in
the minds of the public—and that to the advantage of all.

A correspondent in Brazil who has read
some of the answers to examination
questions published in a recent issue of
The Journal of Accountancy reports a new method of rectify
ing mistakes.
The Price of
Error

“Johnny Squaredeal was a candidate for examination of juniors in one
of our local banks. I was the head of the board of examiners. In one of
the questions—computation of interest—he made an error amounting to
five cents. At night our hero revised his calculations and discovered the
cat. (‘Cat’ is the professional slang for mistake in Brazil.) The following
morning I received his letter of apology for the error, enclosing the sum of
five cents to cover the loss entailed by the mistake he had made.’’

The idea of Johnny Squaredeal has merit. Some of the mistakes
made by applicants for admission to the American Institute of
Accountants might be set right on the same principle. Here is a
way to transmute the deficit of the board of examiners into some
thing well worth while.
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